
 

 

 

 

Final Net Investment Income Tax regulations: impact on real 
estate investments 
 

Background 
Enacted as part of the Health Care and Education Reconciliation Act of 2010,1 the Medicare Contribution Tax 
(“MCT”) also referred to as the Net Investment Income or NII tax) imposes a 3.8% tax on the unearned income 
of US individuals, estates, and trusts starting in 2013.2 The Treasury issued proposed regulations in December 
2012 (the original proposed regulations).3 These regulations provided some guidance but left many taxpayers 
and practitioners with concerns on how to apply certain parts of the law.  

On December 2, 2013, the Treasury issued final regulations adopting the old proposed regulations with 
significant changes.4 The Treasury also issued, contemporaneously with the final regulations, new proposed 
regulations that focused on the NII tax exposure upon the dispositions of passthrough interests, among other 
topics.5 The yearlong wait for these regulations has proven to be worthwhile — they provide more clarification 
and guidance and, for most part, are easier to implement. Although practitioners did not receive everything they 
had hoped for, the community acknowledges the Treasury’ s efforts in addressing the many areas of uncertainty.  

Our Real Estate Tax Alert, Impact of New Medicare Contribution Tax on Real Estate Investments, January 
2013, summarized the mechanics of the MCT and its impact on US investors with domestic or foreign real estate 
investments, based on the original proposed regulations. In this article, we will explore how some of the changes 
that were adopted in either the final regulations or the new proposed regulations affect real estate investments as 
well as additional considerations relevant to our industry.6 

Net investment income tax 
The 3.8% NII tax is assessed on the lesser of an individual’ s net investment income for the tax year or any excess 
of the taxpayer’ s modified adjusted gross income (AGI) for the tax year over a threshold amount.7  

  

                                                   
1 The Health Care and Education Reconciliation Act, P.L. 111-152, which was signed on March 30, 2010 amended the Patient Protection and 
Affordable Care Act of 2010, P.L. 111-148, as part of the legislative reconciliation process. 
2 Section 1411(a)(1). Unless otherwise specified, all section references are to the Internal Revenue Code of 1986 as amended. Any reference cited 
as Treas. Reg. section refers to the final regulations; any reference cited as Prop. Reg. section refers to the newly issued 2013 proposed 
regulations; and any reference cited as Old Prop. Reg. section refers to the original 2012 proposed regulations. 
3 Notices of Proposed Rulemaking, REG-130507-11 (Dec. 5, 2012). 
4 T.D. 9644. 
5 Notices of Proposed Rulemaking, REG-130843-13 (Dec. 2, 2013). 
6 The authors do not intend to discuss in detail the changes from the old proposed regulations to the final and new proposed regulations. For a 
discussion of the changes, please see the preambles to final and new proposed regulations or “Final Net Investment Tax Regs’ Impact on 
Alternatives” by Kara Friedenberg, Tax Notes, Dec. 16, 2013, p. 1247.  
7 Under Treas. Reg. Section 1.1411-2, the NII tax applies to US citizens or residents and not nonresident aliens. Estates and trusts are also subject 
to the NII tax under Section 1411(a)(2), the discussion of which is beyond the scope of this article. 
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A taxpayer’ s modified AGI is his adjusted gross income computed under Section 62, increased by any foreign-
source income exempt under Section 911(a)(7). The modified AGI threshold amounts were not affected by the 
final regulations.8 

NII is comprised of three categories of income and reduced by deductions properly allocable to such income.9 
The three categories are:  

• Category 1: Gross income from interest, dividends, annuities, royalties, and rents, other than such 
income which is derived in the ordinary course of a trade or business; 

• Category 2: Other gross income derived from a trade or business that is a passive activity in relation to 
the taxpayer under Section 469, or the trade or business of trading in financial instruments or 
commodities; and  

• Category 3: Net gain (to the extent taken into account in calculating taxable income) attributable to the 
disposition of property other than property held in an active trade or business. 

Impact on real estate investments 
Rental income as NII 
For most individual investors, income from a real estate fund is likely to be NII because rental income and gain 
from the sale of properties are generally included in NII. Even if the rental activities are from a trade or business, 
the activities are likely to be passive activities with respect to the investor.10 Some individuals may take 
advantage of their real estate professional status and treat their rental income as excludable from the NII tax. To 
qualify, the taxpayer must be a real estate professional pursuant to Section 469(c)(7) and the rental income must 
be attributable to the taxpayer’ s rental real estate trade or business.11  

Real estate professional 

Some taxpayers, such as members of the management team of a real estate fund, may be able to take advantage 
of their involvement in real estate and treat their allocable share of income as excludable from the NII tax. There 
are two ways a taxpayer can achieve this result. Under the default method, the taxpayer must meet the following 
conditions: 

• The rental income must be attributable to the taxpayer’ s rental real estate trade or business12 and 

• The trade or business must not be a passive activity under Section 469.13 Note that rental activities are 
treated as per se passive activities unless the taxpayer is a real estate professional (“REP”).14 

If a taxpayer satisfies the conditions to be a REP, as an alternative, the final regulations provide a safe harbor 
whereby the REP can be treated as engaged in a rental trade or business.15  

 

                                                   
8 The threshold amounts are as follows: $250,000 for married taxpayers filing a joint return; $125,000 for married taxpayers filing separate returns; 
and $200,000 for single and head of household taxpayers. 
9 Section 1411(c)(1). 
10 Section 469(c)(2). 
11 Section 1411(c)(1)(A). For rental income and gains from the disposition of real property to be excluded from NII, the income must be derived from 
a rental trade or business (and not simply a rental activity) that is not passive in nature. 
12 Based on the description of Categories 1 and 3 NII, the rental income must be derived from a “trade or business” in order to not fall into these 
categories. 
13 Gross income from a passive trade or business is Category 2 NII. To avoid being Category 2 NII, the rental income from a trade or business must 
not be passive in nature. 
14 Sections 469(c)(2) and (7). 
15 Treas. Reg. Section 1.1411-4(g)(7). 
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Real estate professional. Since both methods hinge on the taxpayer being a REP, we will first discuss who 
qualifies as a REP. A taxpayer can be a REP if, in any particular tax year, the taxpayer (1) performs more than 
750 hours of services in real property trades or businesses in which such taxpayer materially participates; and 
(2) more than half of the personal services performed during the taxable year must be performed in real property 
trades or businesses in which the taxpayer materially participates.16 

A real property trade or business includes any real property development, redevelopment, construction, 
reconstruction, acquisition, conversion, rental, operation, management, leasing, or brokerage trade or 
business.17 Personal services includes any work performed by the individual in connection with a trade or 
business other than work performed in his capacity as an employee18 or an investor19.  

Material participation. A taxpayer is required to materially participate in its activities to be a REP. To be 
considered as materially participating in an activity, a taxpayer must meet any one of the seven tests outlined in 
the regulations.20 The seven tests are:  

1. The taxpayer participates in the activity for more than 500 hours during the year; 

2. The taxpayer’ s participation in the activity for the tax year constitutes substantially all of the 
participation in such activity of all individuals (including individuals who are not owners of interests in 
the activity) for the year; 

3. The taxpayer participates in the activity for more than 100 hours during the taxable year, and such 
taxpayer’ s participation in the activity for that year is not less than the participation in the activity of any 
other individual (including individuals who are not owners of interests in the activity) for the year; 

4. The activity is a significant participation activity (within the meaning of paragraph (c) of Temp. Reg. 
Section 1.469-5T) for the taxable year, and the taxpayer’ s aggregate participation in all significant 
participation activities during such year exceeds 500 hours; 

5. The taxpayer materially participated in the activity for any five tax years (whether or not consecutive) 
during the ten taxable years that immediately precede the tax year; 

6. The activity is a personal service activity and the taxpayer materially participated in such activity for any 
three tax years (whether or not consecutive) preceding the tax year; or 

7. Based on all of the facts and circumstances, the taxpayer participates in the activity on a regular, 
continuous, and substantial basis during the tax year. 

If the taxpayer only holds a limited partnership interest in an activity, only three (test number 1, 5, and 6) of the 
above seven tests apply in determining material participation.21 

 

 

                                                   
16 Section 469(c)(7)(B). 
17 Section 469(c)(7)(C). 
18 Section 469(c)(7)(D)(ii). Personal services performed by an employee will count so long as the employee is at least a 5 percent owner of the 
employer. 
19 See Treas. Reg. Section 1.469-9(b)(4) and Temp. Reg. Section 1.469-5T(f)(2)(ii). Work performed by a taxpayer in its capacity as an investor 
generally includes reviewing and analyzing the finances or operations of the activity in a non-managerial capacity. 
20 See Treas. Reg. Section 1.469-5T(a). 
21 See Temp. Reg. Section 1.469-5T(e). 
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REP safe harbor. Once the REP hurdle is satisfied, under the safe harbor, the REP’ s rental income 
attributable to a rental real estate activity and the gain or loss from the disposition of the real properties will be 
deemed to be derived in the ordinary course of a trade or business and not be treated as NII if: 

• The REP participates in one or more rental real estate activities for more than 500 hours for the tax year; 
or 

• The REP has participated in rental real estate activities for more than 500 hours per year in any five of 
the last ten tax years (irrespectively of whether or not they were conducted in consecutive years and one 
or more of which may be taxable years prior to the effective date of the NII tax).22 

In the preamble to the final regulations, the Treasury noted that not all real property activities are rental real 
estate activities.23 There are eleven types of activities that can count as a real property trade or business for 
purposes of determining whether an individual is a REP. However, not all will be relevant in determining 
whether a rental real estate activity exists. For example, time spent by a taxpayer on real estate development will 
not help the taxpayer meet the rental real estate trade or business safe harbor. For purposes of the REP safe 
harbor, an activity is a rental real estate activity for a taxable year if: 

• Tangible property held in connection with the activity is used by customers or held for use by customers, 
and 

• The gross income attributable to the conduct of the activity during the tax year represents (or, in the case 
of an activity in which property is held for use by customers, the expected gross income from the conduct 
of the activity will represent) amounts paid or to be paid principally for the use of the tangible property 
(without regard to whether the use of the property by customers is pursuant to a lease, service contract, 
or other arrangements that is not denominated a lease).24  

If a REP fails to satisfy the 500-hours requirement, the final regulations specifically provide that such failure will 
not preclude a taxpayer from establishing that its rental income is excludable from NII under other provisions of 
the NII tax rules.25 Therefore, if the safe harbor above is not satisfied, the taxpayer will need to rely on the 
default method.  

Rental trade or business. Under the default method to exclude from NII real estate rental income and gains 
or losses from the disposition of the real properties, the taxpayer must be a REP who materially participates in 
its rental real estate trade or business. Once the taxpayer establishes REP status, that status only allows such 
taxpayer to treat rental real estate activities as nonpassive provided he also materially participates in the rental 
real estate activities.26 Some of these terms and concepts have already been discussed above. The final hurdle is 
that the rental real estate activity must constitute a trade or business.  

The final regulations provides that the term “trade or business” as used in the NII tax regime describes a trade or 
business within the meaning of Section 162.27 Unfortunately, Section 162 and its regulations do not clearly define 
such term. There are, however, ample case laws and administrative guidance to assist with the interpretation of a 
trade or business in the real estate rental area.28 The courts have historically focused on two factors in 
determining whether a trade or business exists – one in relation to profit motive and the other in relation to the 

                                                   
22 Treas. Reg. Section 1.1411-4(g)(7). 
23 See preamble to final regulations, T.D. 9644, section 5.E.iii, at 72412. 
24 Treas. Reg. Section 1.1411-4(g)(7)(ii)(B) referencing Temp. Reg. Section 1.469-1T(e)(3). 
25 Treas. Reg. Section 1.1411-4(g)(7)(iii). 
26 Treas. Reg. Section 1.469-9(e)(1). 
27 Treas. Reg. Section 1.1411-1(d)(12). 
28 See, e.g., A. Schwartz v. Commissioner, 24 T.C. 733 (1955); E. R. Curphey v. Commissioner, 73 T.C. 766 (1980); K.E. Fairey v Commissioner, 
TC Memo. 1982-219; Lorraine Corp. v Commissioner, TC Memo. 1958-141; L. Hazard v. Commissioner, 7 T.C. 372 (1946); Lewenhaupt v. 
Commissioner, 20 T.C. 151 (1953), aff’ d per curiam, 221 F.2d 227 (9th Cir. 1955); Rev. Rul. 73-522, 1973-2 C.B. 226. 
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scope of the activities.29 The issue of whether the rental of real properties constitutes a trade or business of a 
taxpayer is ultimately one of facts and circumstances. It is suffice for purposes of our discussion to suggest that a 
rental trade or business is an activity that one carries on with continuity and regularity for the purposes of 
generating income and profit.30 Should a taxpayer fail the REP safe harbor to limit its exposure to NII, such 
individual would need to invest some time in analyzing whether its rental activities are part of a trade or 
business.  

Grouping of activities 

For a taxpayer that participates in the management of multiple real estate rental properties, either directly or 
through one or more real estate funds, the taxpayer may make an election to treat the separate rental properties 
as a single rental activity for purposes of determining whether the taxpayer materially participated.31 The 
opportunity to group rental activities may make it easier for some taxpayers to satisfy their service/hours 
requirements. 

A taxpayer may group its trade or business activities so long as the grouped activities constitute an appropriate 
economic unit.32 A taxpayer may rely on all facts and circumstances to determine if the activities form an 
appropriate economic unit. Similarities and differences in the types of businesses, common control, common 
ownership, geographic locations, and interdependence between and among the activities are examples of factors 
that a taxpayer may rely upon for its grouping.33 For instance, a taxpayer owns direct interests in three real 
estate funds A, B, and C. Fund A invests in condominium developments for sale in an ordinary trade or business, 
and both Fund B and C invest in multiple commercial rental properties in the US. In determining whether the 
taxpayer materially participated in rental real estate activities, the taxpayer may group its investments in Fund B 
and C as a single activity. The taxpayer may not group Fund A with B and C as it is not a rental activity.  

Prior to the issuance of the old proposed regulations, once a taxpayer has grouped activities, it may not regroup 
those activities in a subsequent year. It is understandable that the enactment of the NII tax might cause some 
taxpayers to reconsider their previous grouping determinations. The Treasury amended the passive activity 
regulations and permits the regrouping of activities only during the first taxable year beginning after December 
31, 2012 in which the taxpayer has to pay the NII tax.34  

Passthrough entities may have historically grouped activities.35 The regulations require the partners to respect 
such groupings, i.e., the partners may not treat grouped activities as separate activities at its level. The Treasury 
did not extend the opportunity to regroup activities to passthrough entities.  

Recommendations 

It is common for fund sponsors (in particular, the managing members) to claim real estate professional status so 
long as the members actively and materially participate in the management of the underlying rental real estate 
activities. However, due to the complexity of the real estate professional standard and the material participation 
rules, each individual is advised to carefully analyze his or her personal situation. Individuals also may want to 
consider taking advantage of the one-time opportunity to regroup rental activities. 

                                                   
29 See Commissioner v. Groetzinger, 480 US 23 (1987); Gajewski v. Commissioner, 84 T.C. 980 (1985). 
30 Id. 
31 Treas. Reg. Sections 1.469-9(e)(3) & 1.469-9(g). 
32 Treas. Reg. Section 1.469-4(c)(1). 
33 Treas. Reg. Section 1.469-4(c)(2). The regulations under Treas. Reg. Section 1.469-4(d) contain additional rules that limit the grouping of rental 
activities with non-rental trade or businesses. A taxpayer should take into account these rules when grouping its activities.  
34 Treas. Reg. Section 1.469-11(b)(3)(iv).  
35 See Treas. Reg. Sections 1.469-9(h) & 1.469-4(d)(5). 



Real Estate Alert | March 2014  6 

Income attributable to Controlled Foreign Corporations (CFCs) or Passive Foreign 
Investment Companies (PFICs) 
Income inclusion 

When a taxpayer recognizes income that is included under Sections 951(a) (subpart F income inclusion) and 
1293(a) (QEF income inclusion), it is generally treated as dividends under Category 1 NII.36 There are, however, 
two options in terms of the timing as to when such income is recognized for NII tax purposes. 

For regular income tax purposes,37 these provisions often require a taxpayer to recognize taxable income on their 
allocable share of subpart F and QEF income inclusions even though there is no actual dividend distribution 
from the foreign corporations. If income is included under these regimes, later dividend distributions may be 
exempt from regular income tax. The taxpayer can receive tax-free distributions of previously taxed earnings and 
profits in years after inclusions are required.38  

Under one option, a taxpayer may make an election to include its share of subpart F and QEF income inclusions 
as NII in the same tax year that such income is included for regular income tax purposes.39 If a taxpayer chooses 
not to make the election, then NII is determined without regard to when income is included under the subpart F 
and QEF regime. Therefore, under this second option, amounts are not included in NII until the distributions 
are actually made.40 As a result, unless the CFCs and QEFs make distributions in the same taxable year as 
inclusion income is recognized, this second option creates a mismatch in timing for when a dividend is taxed for 
regular income tax and NII tax purposes. Consequently, while a taxpayer can achieve NII tax deferral under this 
alternative, it would be required to keep two sets of records – one for regular income tax and one for NII.  

To the extent the CFCs and QEFs are held by a fund, the first option will increase the fund’ s annual compliance 
burden. The fund will have to provide to its investors the amount of dividends and non-dividend distributions 
along with the amount of subpart F and QEF inclusions for each CFC and QEF it owns so the ultimate investors 
can accurately determine their NII. Similar to an individual, the fund also will have to maintain two separate 
calculation of tax basis on its investments.41 This additional reporting will continue so long as the CFCs and 
QEFs do not make distributions as income is earned. 

Election under Section 1.1411-10(g) (“G election”) 

Under the old proposed regulations, an individual may make an irrevocable election to include as dividends for 
NII purposes, in the same year and in the same amount, as required for taxable income under the subpart F and 
QEF inclusion.42 This election, which can be made only at the individual level, applies to all CFCs and PFICs 
currently owned and purchased going forward. 

The final regulations provided some further relief by allowing the same election to be made by intermediate 
passthrough entities holding the CFCs or PFICs. In addition, the regulations allow the election to be made on an 
entity-by-entity basis rather than the all-or-nothing approach under the old proposed regulations. The G election 

                                                   
36 Treas. Reg. Section 1.1411-10(c). Under Treas. Reg. Section 1.1411-10(b), if a taxpayer receives income from a CFC or PFIC that is also 
income derived from a trade or business, such income is taken into account as Category 2 NII. The income is recognized for NII tax purposes in the 
same year it is recognized for regular income tax purposes. 
37 Regular income tax (or regular tax) is governed under Subtitle A, Chapter 1 of the Internal Revenue Code. The NII tax is a different tax regime 
governed by Chapter 2A. 
38 The subpart F and PFIC regimes prevent amounts that have already been included in income by the US individual from being subject to tax again 
when there is an actual distribution from the foreign corporation. See Sections 959(a) and 1293(c) 
39 Treas. Reg. Section 1.1411-10(g). 
40 Treas. Reg. Section 1.1411-10(c)(1)(i). The regulations further prescribe an ordering rule that requires distributions related to subpart F and QEF 
inclusions to be treated as first attributable to the 2013 tax year and then from prior taxable years beginning with the most recent prior taxable 
years. These rules are meant to prevent the potential avoidance of NII tax on distributions related to such inclusions which are recognized in 2013 
but distributed in a later year. 
41 Treas. Reg. Section 1.1411-10(d)(1)(ii). 
42 Old Prop. Reg. Section 1.1411-10(g). 
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allows two mutually exclusive elections to be made: one for tax years beginning after December 31, 2013, and 
one for tax years beginning before January 1, 2014.  

An individual or passthrough entity can make the G Election for a taxable year that begins before January 1, 
2014 (the “2013 election”).43 A passthrough entity making the election must receive from all its direct investors 
consent to the election. In a tiered fund structure, if the investor itself is also a passthrough entity, all of its direct 
investors must consent to the election. 44  

The final regulations do not define what constitutes consent for purposes of the 2013 election, and the Treasury 
did not comment on the type and manner of receiving consent. This lack of guidance provides passthrough 
entities with the flexibility in obtaining the necessary consents. Since many real estate funds issue their final 
Schedule K-1s before April 15, it is reasonable to expect that the funds will need to obtain all the consents prior to 
the issuance of the Schedule K-1s. 

For an election applicable to taxable years that begin after December 31, 2013 to be effective, it must be made45 
no later than the first taxable year during which the individual or the passthrough entity: 

1. Includes in gross income the subpart F or QEF income inclusion; and 

2. Either is subject to NII tax for individuals; or, for passthrough entities, has a direct or indirect owner that 
is subject to NII tax or would be subject to NII tax if an election were made.46 

Similar to a passthrough entity that chooses not to make the G election (as in scenario 1), a passthrough entity 
that chooses not to make the alternative 2013 election or cannot make it due to lack of consent will have to track 
and report distributions to its investors. Even if the passthrough entity makes the G election after December 31, 
2013, it will have to track this information and continue to provide it until the year in which the CFCs and QEFs 
distribute the earnings associated with the subpart F and QEF inclusion in 2013.  

Recommendations 

By making the G election, individuals will not have the option to defer income for NII tax purposes. Individuals 
and fund management have to weigh the benefit of the tax deferral against the cost and burden of not making the 
election. For those who remember the times before the IRS eliminated PFIC reporting at the passthrough level, 
the tracking of actual distributions from a foreign entity has proven to be quite burdensome for funds, especially 
those with substantial foreign investments.  

If a fund chooses the path of making the G election for future years, it may want to make the 2013 election. 
Otherwise, tracking would still be required. Funds seeking the 2013 election should begin discussions with their 
tax service providers and legal counsel to determine how to best obtain consent from their investors. 

Income from disposition of passthrough investments 
Computing the gain 

The MCT statute subjects any gain from the disposition of a passthrough interest to the NII tax as income under 
Category 3. It is sufficient to say that the rules in the old proposed regulations are very complex. Those rules 
would require taxpayers to gather fair value and tax basis information on an asset-by-asset basis. This can cause 
excessive burden on the passthrough entities to furnish this information, not to mention that it would be 

                                                   
43 Treas. Reg. Sections 1.1411-10(g)(4)(iii). 
44 Treas. Reg. Section 1.1411-10(g)(4)(iii)(B). 
45 The elections must be made on the individual, partnership, or S corporation’ s original or amended tax return (with conditions). For an individual, 
this would be the new Form 8960; and for a partnership or S corporation, this would be their regularly filed income tax return, Forms 1065 and 
1120-S respectively. 
46 Treas. Reg. Sections 1.1411-10(g)(4)(i) & (ii). 
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extremely difficult for minority investors to obtain such information in a tiered funds structure. The Treasury 
graciously withdrew the old proposed regulations and provided alternative methods under the new proposed 
regulations. 

Under the new proposed regulations, a transferor’ s Category 3 net gain (or loss) from the disposition of 
passthrough interests is equal to the lesser of: 

1. The amount of gain the transferor recognizes for regular tax purposes; or 

2. The transferor’ s allocable share of net gain from a deemed sale of the passthrough entity’ s Section 1411 
Property.47  

Section 1411 Property means any property owned by or held through the passthrough entity that, if disposed of 
by the entity, would result in net gain or loss allocable to the transferor of a type that is includable in 
determining Category 3 NII.48 In computing the gain or loss from the deemed sale of such properties, the 
regulations look to the gain or loss on disposition of an interest in each trade or business, rental, or investment 
activity in the passthrough entity that would generate Category 3 NII. The transferor no longer is required to 
determine the fair value and compute gain or loss on an asset-by-asset basis.  

It is common for real properties to be owned through tiers of partnerships. The Treasury has yet to issue any 
guidance on the disposition of tiered passthrough entities. Still, it would appear reasonable to look through lower 
tier passthrough entities, but not corporate entities, to determine the gain allocable to Section 1411 Property. If a 
taxpayer is a real estate professional that materially participates in the activity and disposes of its interest in a 
fund, the gain attributable to the sale of its share of rental real estate trade or business may not be subject to the 
NII tax but gain attributable to other items, such as interests in REITs and foreign corporations, may still be 
subject to NII.  

Optional simplified method 

The new proposed regulations also allow for an optional simplified method of computing the gain for qualified 
transferors.49 Under the optional method, the taxpayer would determine its Category 3 NII gain by multiplying 
the tax gain for regular tax purposes by a fraction. The fraction is calculated by taking historic distributive share 
of income received by the taxpayer during the Section 1411 holding period. The numerator of the fraction is the 
sum of income, gain, loss, and deduction items included in NII allocated to the transferor during the holding 
period (including the periods prior to the enactment of the MCT).50 The denominator is the sum of all items of 
income, gain, loss, and deduction items allocated to the transferor during the Section 1411 holding period. The 
holding period is defined as the year of disposition along with the preceding two years.51  

A transferor may use the optional simplified method if it meets either of the following two criteria: 

1. The sum of separately stated income, gain, loss, and deduction items included in NII must be 5 percent 
or less than the sum of all separately stated items of income, gain, and deduction items allocated to the 
transferor during the Section 1411 holding period. Also under this criteria, the regular tax gain from the 
disposition of passthrough interests must not exceed $5 million; or 

2. The total amount of regular tax gain or loss recognized by the transferor from the disposition does not 
exceed $250,000.52  

                                                   
47 Prop. Reg. Section 1.1411-7(b)(1). 
48 Prop. Reg. Section 1.1411-7(a)(2)(iv). 
49 Prop. Reg. Section 1.1411-7(c). 
50 Prop. Reg. Section 1.1411-7(c)(4). 
51 Prop. Reg. Section 1.1411-7(a)(2)(iii). 
52 Prop. Reg. Section 1.1411-7(b)(2). 
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It is worth noting the information reporting requirements under these regulations. The passthrough entity must 
report to the transferor its allocable share of net gain from a deemed sale of the entity’ s Section 1411 Property if 
the entity knows, or has reason to know, the following:53 

• The investor disposed of an interest in the entity; 

• The investor has one or more trades or businesses in the entity or lower-tier passthrough entity that 
generated non-NII for the investor; and 

• The investor does not qualify for the optional simplified reporting method for determining its Category 3 
NII. 

To the extent an investor does not meet these requirements but would still like to obtain the information, such 
investor would need to discuss separately with the passthrough entity. The Treasury has not provided guidance 
on how an entity would acquire the above knowledge.  

Recommendations 

Funds management should discuss with their tax service providers how to handle information requests from 
investors. They also should consider maintaining fair value and tax basis information on activities that would 
generate income subject to NII tax.  

Netting of Category 3 gains and losses 
The third category of NII is “net gain” from the disposition of property not held in a trade or business. The old 
proposed regulations followed the literal reading of the law and only permitted the use of net losses to reduce net 
gains but to the extent Category 3 NII is not reduced below zero. A taxpayer therefore cannot utilize any excess 
net losses to offset income from Category 2. 

The Treasury provided some relief under the final regulations. While the same overall limitation remains for 
Category 3, i.e., Category 3 NII cannot be less than zero, a taxpayer may now treat any excess losses as a properly 
allocable deduction for NII computation.54 For instance, a US individual incurs a long-term capital gain of 
$50,000 on the sale of undeveloped land and, through his passive partnership investment, $125,000 of interest 
and dividends and $60,000 of ordinary loss. The individual first offsets the $60,000 of net loss to the extent of 
the $50,000 of net gain and has zero Category 3 NII. The excess loss of $10,000 is a properly allocable deduction 
against the $125,000, resulting in an overall $115,000 of NII.55  

To the extent real estate funds or their lower-tier investments incur both Category 3 NII and potentially non-NII 
net gains and losses, the passthrough entities need to disclose the source of each gain or loss allocated to their 
investors for NII tax purposes.  

Guaranteed payments 
The new proposed regulations address the treatment of guaranteed payments.56 The treatment of such payments 
for NII tax purposes depends on whether the partner receives the payment for services or the use of capital. If a 
partner provides services to a partnership, the amount reported as a guaranteed payment to such partner is 
excluded from NII. The Treasury notes that this treatment is regardless of whether such payment is subject to 
self-employment tax.57  

                                                   
53 Prop. Reg. Section 1.1411-7(g). 
54 Treas. Reg. Section 1.1411-4(f)(4). 
55 See Example 1 under Treas. Reg. Section 1.1411-4(f)(4)(ii). 
56 Prop. Reg. Section 1.1411-4(g)(10). 
57 See preamble to new proposed regulations, section 2.A, at 72452. 
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On the other hand, if the guaranteed payment is made to the partner for the use of capital, the Treasury believes 
that such payment shares many of the characteristics of substitute interest,58 which is considered NII. Therefore, 
with minor exceptions, the partner is subject to NII tax on these payments.  

A newly established fund often admits investors in multiple closings during its initial years of operations. The 
newly admitted partners generally owe the previously admitted partners payments in excess of the required 
prorata equity contributions. Fund sponsors have to decide on the tax treatment of these excess payments to the 
previous partners. This topic is outside the scope of this article. To the extent the excess payment is treated as a 
guaranteed payment for the use of capital, the fund will need to disclose such information to its partners for NII 
tax purposes. 

Properly allocable deductions 
In computing NII, properly allocable deductions may be applied against gross NII. A taxpayer may use any 
reasonable method in allocating expense to both NII and non-NII. The final regulations note that examples of 
reasonable methods of allocation include, but are not limited to, an allocation of the deduction based on the ratio 
of the amount of a taxpayer’ s gross income (including net gain) to the amount of the taxpayer’ s adjusted gross 
income as defined under Section 62.59  

The funds would likely incur, at their respective levels, expenses including interest expense from lines of credits, 
professional fees, management fees, etc. In allocating these expenses to both NII and non-NII, applying any of 
the common methods for allocating fund level expenses among the different investments/types of income for 
regular tax purposes, e.g., based on the ratio of gross income or ratio of invested capital in each deal, appears to 
be consistent with the intent of the regulations. 

In connection with allocated deductions, the final regulations add a section dealing with the recovery of 
deductions. If a taxpayer is refunded or reimbursed any portion of an amount previously deducted for NII 
computation, such amount should be included either as NII gross income or as a reduction of properly allocable 
deductions in the year of recovery.60 However, such treatment is not necessary if the deduction did not reduce 
the amount of NII tax liability in the year the deduction was taken. To the extent the deduction was allocated 
between NII and non-NII, the amount includable in NII in the year of recovery is based on the ratio used to 
allocate the item in the year of the original deduction. 

Other considerations 
Promote structures 

Real estate funds often establish real estate investment trusts (REITs) or blocker C corporations to hold the 
underlying real properties. Fund sponsors generally incorporate promote structures at the fund’ s level. Because 
the fund’ s dividend income from these entities are Category 1 NII, fund sponsors would be subject to NII tax on 
such income. Fund sponsors who can benefit from their real estate professional status should consider 
structuring around the NII tax by placing the promote structure below the corporate entities. 

Tax distribution clauses 

Similar to regular income tax, NII tax liability for individuals are due on April 15 and estimated tax payments on 
NII tax are required as well.61 Many partnership agreements or limited liability company operating agreements 
contain tax distribution clauses. Under such clause, additional cash distribution is required when actual cash 
distributions, prior to the application of such clause, is less than the tax liability on an investor’ s allocated 

                                                   
58 See Treas. Reg. Section 1.1411-1(d)(6). 
59 Treas. Reg. Section 1.1411-4(g)(1). 
60 Treas. Reg. Section 1.1411-4(g)(2). 
61 Section 6654. 
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taxable income. The tax liability is generally computed based on an individual’ s effective federal and state 
income tax rate. Fund sponsors should consider whether a fund should make distributions for the NII tax as 
well. Legal documents may need to be modified or clarified to allow for such distributions. 

Performance track record 

Some fund sponsors may disclose prior funds’ after-tax performances in their placement memoranda or prepare 
deal-specific projected after-tax return information upon request. When presenting such information, fund 
sponsors should carefully evaluate accompanying disclosures to account for the enactment of the NII tax and the 
increased individual federal marginal tax rates in 2013. Compared to 2012, the combined tax rate for an 
individual at the highest marginal rate for ordinary NII increased by over 8 percentage points. 

Conclusion 
Management should start reviewing the types of income earned by its funds in 2013 and determine the 
appropriate NII disclosures to provide to its investors. If the fund owns CFCs and PFICs, management needs to 
consider whether to make the G election for the 2013 tax year. If so, management should start gathering 
partners’ consents as soon as possible, especially in a tiered funds structure. Otherwise, management needs to 
determine how to best collect and report all necessary information associated with the fund’ s ownership of CFCs 
and PFICs. Management also should consider other planning and legal matters associated with the NII tax. 

Individuals investing in real estate should seek professional tax advice regarding the following issues: (1) 
whether they can reduce their rental income’ s exposure to NII tax by taking advantage of the real estate 
professional status; (2) if interests in passthrough investments were disposed of, determining the appropriate 
method for computing the NII gains and losses and the information required from the investments; and (3) if 
there is ownership in CFCs and PFICs, whether to make the G election and the resulting consequences. 
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